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The paper makes two main contributions. First, it analyzes net foreign assets and liabilities in selected Arab countries over the past two decades, emphasizing the relative significance of direct versus portfolio investment. It distinguishes between foreign direct investment, portfolio equity investment, official reserves, and external debt. Second, the paper examines the effects of policy variables that affect the accumulation of net foreign assets and its components, analyzing how the existence of a sovereign wealth fund, the country's exchange rate regime, and the development of its financial system affect its net foreign assets. The main findings show that the presence of a sovereign wealth fund is positively and statistically significantly associated with foreign direct investment in Arab countries. Financial development (defined as credit to the private sector as a percentage of gross domestic product) is also statistically significant across various regressions. The more financially developed a country is, the more it should invest in riskier assets, such as portfolio assets. But Arab investors are more risk averse than investors elsewhere. Oil-exporting countries tend to invest more in debt assets than in portfolio assets. For oil-importing countries, financial development is the most important determinant of foreign direct investment. This paper is a product of the Office of the Senior Vice President for The 2030 Development Agenda, United Nations Relations and Partnerships. It is part of a larger effort by the World Bank to provide open access to its research and make a contribution to development policy discussions around the world. Policy Research Working Papers are also posted on the Web at http://www.worldbank.org/prwp. The authors may be contacted at arostom@worldbank.org.
Introduction
Over the past two decades, global economic cycles were coupled with remarkable dynamics in cross-border holdings of foreign assets These holdings altered the structure and composition of flows of foreign direct investment (FDI) and portfolio flows to emerging economies. In addition, the recent downturn in oil prices severely affected the realized surpluses of resource-rich countries, particularly the Gulf Cooperation Council (GCC) countries, which suffered significant deterioration in their fiscal balances. Fiscal accounts swung from a surplus equivalent to 3.8 percent of GDP in 2014 to a deficit estimated at $147 billion (10 percent of GDP) in 2015 and $162 billion (7 percent of GDP) in 2016 (IIF 2015) . In the absence of flexible exchange rates, oil revenues in local currency terms have fallen sharply. At the same time, political uncertainty in Arab countries that underwent political and social transformation reduced investors' interest.
These factors gave rise to large external imbalances in Arab countries. They revived interest in analyzing the pattern and assessing the adjustment mechanism as well as the dual role played by exchange rate regimes in influencing both net capital flows and net capital gains in external holdings in Arab countries.
Net foreign assets (NFA) are the value of overseas assets owned by a country minus the value of its domestic assets owned by foreigners, adjusted for changes in valuation and exchange rates. A country's NFA position can also be defined as the cumulative change in its current account over time. The NFA position indicates whether a country is a net creditor or debtor to the rest of the world. A positive NFA balance means that it is a net lender; a negative NFA balance indicates that it is a net borrower (Bouchet, Fishkin, and Goguel 2018) .
The Arab region is of particular interest for four main reasons:
 Since the oil boom of the mid-1970s, oil and gas revenues in many Arab countries have been substantially larger than their import needs. Consequently, their foreign asset accumulations have been far greater than those of midsize oil-exporting countries, such as Algeria.  Political and social unrest in many Arab Spring countries resulted in greater fiscal spending and a decline in private investment, leading to internal and external imbalances in many countries.  It is important to understand how Arab countries allocate their assets (mainly oil-exporting countries' assets from oil revenues) and liabilities (mainly oil-importing ones with oil imports representing the key liability).  This topic is timely for the Arab region, as some countries are creating sovereign wealth funds (SWFs), which may help them increase their NFA.
Following the methodology of Lane and Ferretti (2001, 2007) , this paper analyzes trends in and the composition of net foreign assets and liabilities in selected Arab countries over the past two decades, with an emphasis on the relative significance of direct versus portfolio investment. 3 It distinguishes between foreign direct investment (FDI), portfolio equity investment, official reserves, and external debt. The paper examines the effect of different policy variables that affect the accumulation of NFA and its components, analyzing how the existence of an SWF, the country's exchange rate regime, and the development of its financial system affect its NFA.
The paper is organized as follows. Section 2 reviews the literature on NFA and their policy determinants. Section 3 provides background information on the countries relevant to this study, identifying attributes unique to each country, and the composition and trends of the NFA. Section 4 presents the methodology and econometric specification. Section 5 analyzes the results. Section 6 will provide policy recommendations and proposals for future research.
Literature Review
Empirical studies have been conducted on the measurement, acquisition, and management of countries' NFA. The assessment of such composition is beneficial, as it is indicative to understanding a country's external assets and liabilities to ultimately estimate its external position. Lane and Milesi-Ferretti ((2001) maintain that substantial changes reported in the composition of capital flows reflect the increasing role of foreign direct investment (FDI) and equity flows. They show that net flows of portfolio equity and FDI, changes in debt associated with assets and liabilities, and net foreign account transfers and exports were key factors in the changing composition of the current account. Vermeulen and de Haan (2014) examine the relationship between the composition of NFA and financial development. They assess the validity of the claim suggested by Mendoza and Smith (2006) that financially developed countries are likely to take more risks than developing countries, because development allows them to insure against risk. Financially developed countries thus tend to have positive net equity positions, whereas developing countries tend to have positive net debt positions. Vermeulen and de Haan show empirically that financial development reduces a country's long-run net foreign position and that development leads to higher net equity and lower net debt positions. It is therefore advantageous for a developing country to focus on deepening its financial markets in pursuit of higher NFA and consequently development and growth. Henderson and Rogoff (1982) examine the relationship between a country's NFA position and the stability of its exchange rate regime. A negative NFA position has been associated with unstable regimes, particularly flexible exchange rates. Henderson and Rogoff construct a twocountry portfolio model to investigate the stability problem associated with a negative NFA position. They conclude that such a position does not on its own indicate instability. However, in conjunction with static or regressive expectations, instability can arise.
Furthering the investigation of stability, Ghironi and Stebunovs (2007) study the domestic and international effects of financial deregulation. Using decreases in monopoly power of financial intermediaries as proxies for deregulation, they reach several conclusions. First, an economy that deregulates experiences a rise in growth, real exchange rate appreciation, and a deficit in the 4 current account. As a result, higher consumption as well as an increase in the number of domestic producers will be observed in economies that lags in deregulation. Second, a decrease in monopoly power leads to less volatile business creation, reduced countercyclicality, and weaker substitutions in labor supply to alleviate the adverse effects to productivity shocks. Third, financial deregulation contributes to a moderation of firm-level and aggregate output volatility; financial ties between two countries therefore reduce volatility in the foreign economy. The study claims that its findings are consistent with findings drawn from data following the deregulation of banks in the United States beginning in 1977.
The model of exchange rate determination of Obstfeld and Rogoff (1995) incorporates the role of current account imbalances. However, despite its initial motivation, the paper became fundamental to further research on the relation between the exchange rate and net NFA accumulation, deemphasizing the role of the latter, due to the non-stationarity revealed within the developed model. In the same line, Cavallo and Ghironi (2002) revisited the former with emphasis on the original intent; that is, the authors develop a two-country model of exchange rate determination in which stationarity and foreign asset composition play an explicit role. They explore whether the exchange rate is determined less by the exogenous money supply and more by net foreign assets. They find that the flexible-price model delivers exchange rate appreciation under a relatively favorable productivity shock; the home economy accumulates assets rather than debt. The sticky-price model generates appreciation, net foreign debt, and stock market expansion after a permanent favorable shock to relative productivity. The study proposes further research on the implications of the developed model as well as the consequences of deviations from purchasing power parity. It also suggests exploration of the performance of policy rules. Debelle and Galati (2007) examine the consequences of the current account dynamics for the exchange rate. They show that over the past 30 years, episodes related to current account adjustments in industrial countries were associated with major slowdowns in economic growth and large exchange rate deprecations; the effects on capital flows were indeterminate. The study explains such adjustments as responses to domestic imbalances, particularly within the private sector.
At the Middle East and North Africa region level, Lane and Milesi-Ferretti (2001) reach three main findings. First, this region is extremely heterogeneous: Gulf countries hold mainly external assets, and other countries have large external liabilities. Second, in contrast to developing countries, the role of stocks of equity is increasing in Middle Eastern countries as opposed to developing ones. Third, NFA are significant, because they indicate changes in real exchange rates in the long run, as suggested by the degree of depreciation of exchange rates in debtor countries relative to creditor countries as evidence of their theory. As per cross-border investment and foreign assets in the Arab region, Elbadawi and others (2018) study the allocation decisions of SWFs in terms of both the probability of investing abroad (the extensive margin) and the level of investment (the intensive margin). They find that foreign investors have a positive bias for Arab destination countries at the extensive margin level but a negative bias against them at the intensive margin.
Data and Stylized Facts
This paper uses data from the International Monetary Fund-International Financial Statistics (IMF-IFS) database. Lack of data forced the exclusion of Algeria, the Comoros, Lebanon, Libya, Oman, Qatar, Somalia, and the United Arab Emirates. Many data points were also missing for other countries, including Djibouti, Morocco, Saudi Arabia, the Syrian Arab Republic, and Tunisia.
The countries' foreign assets and liabilities grew rapidly over the past four decades, increasing from about 20 percent of GDP in 1970 to 205 percent in 2016, as is shown in figure 1 . NFA rose from about 20 percent of GDP in 1970 to about 90 percent in 1994 before falling to 40 percent in 2015 (figure 2). Net foreign assets and/or liabilities are seen as the reflection of a country's external position and trade and investment with the rest of the world. Central banks traditionally define NFA as the change in net foreign assets as the current account balance. This definition is a bit narrow and more of a short-term nature. A country's external sector also involves portfolio investments, direct investments as well as debt instruments. This broader context is more reliable. It is captured in the definition proposed by Lane and Ferretti (2001) , which relies on two identities. The first identity is
where FX = foreign exchange reserves, FDI = the stock of direct investment, EQ = portfolio equity investment, DEBT = debt, A = assets, and L = liabilities. The second identity is
where CA = the current account, ∆ = flows, ∆KA =capital account transfers, and EO = errors and omissions (assuming this reflects changes in debt assets held by residents abroad).
Lane and Ferretti build on the capital flight literature. Disregarding asset valuation changes, they approximate the change in NFA with the current account balance, net of capital account transfers:
According to Lane and Ferretti (2001) , given an initial stock of net external assets, the current stock of net external assets can be estimated by cumulating the current account balance, net of capital transfers. The composition of NFA can be obtained by cumulating the relevant flows on the right-hand side of equation 2. Lane and Ferretti claim that their measure represents an improvement over the crude NFA measure along several dimensions. First, they use direct stock measures, rather than cumulative flows, for foreign exchange reserves and gross external debt (with respect to developing countries) and adjust the NFA measure correspondingly, allowing them to take into account the impact of debt forgiveness and reduction agreements, cross-currency fluctuations, misreporting of capital flows, and capital gains and losses on foreign reserves on NFA. Second, they allow, albeit imperfectly, for the impact of changes in relative prices across countries on the value of FDI assets and liabilities, as well as for the impact of variations in stock market prices on portfolio equity stocks. The impact of these adjustments is substantial: For some industrial countries, the correlation between changes in NFA and the current account is zero or negative.
As Lane and Ferretti (2007, updated in 2015) note, large discrepancies in the measurement of a country's foreign asset and liability position are observed. Hence, to account for such a heterogeneity, multiple indicators of the degree of financial globalization are needed to assess the composition of NFA.
Lane and Ferretti focus on the global level. This paper focuses on the subset of Arab countries (see figures 3-10). The countries selected reveal wide disparities, as they include both oil exporters and oil importers as well as countries that experienced significant political, economic, and social instability and countries that did not. Adopting a comprehensive data set is critical to understanding the NFA dynamics of these countries and providing accurate comparative analysis that yields relevant policy recommendations.
The Arab oil-exporting countries of Saudi Arabia, Kuwait, Bahrain, and Algeria maintained positive net total assets positions over the past two decades (figure 3). Iraq achieved a 7 positive total asset position only after recovering from the Gulf War. The total foreign assets of these countries rose sharply during the late 1990s; that growth slowed, particularly in the past five years, in what seems to be a response to the volatility of and decline in oil prices and the uncertainty caused by the Arab Spring.
Non-oil-producing countries (the Arab Republic of Egypt, Jordan, Morocco, and Tunisia) maintained positive net total liabilities positions over the past two decades. Total liabilities in these countries rose sharply over this period, with total assets falling, widening the gap between total liabilities and total assets to 3: 1 over the past 10 years. Source: Authors, based on data from Lane and Feretti 2015. In order to understand the dynamics of the foreign sector in the oil versus the non-oil sector, we also look at changes in NFA and its key components over the period 2007-15. With the exception of Libya, which has been in severe conflict, oil-exporting countries increased the share of NFA in GDP. The surplus in the current account as a percent of GDP plummeted, except in Iraq. Only Bahrain and Qatar achieved growth in the capital account balance as a percent of GDP; all other oil-exporting countries suffered declines.
This simple elevator analysis confirms that the NFA positions of oil-exporting countries are under extraordinary pressure. The change in NFA to GDP was negative in most non-oilexporting countries, with the exception of Jordan and the Comoros, where it soared, driven mainly by surges in the current account. Egypt, Lebanon, and Djibouti recorded positive changes in their capital accounts as percentage of GDP, but the increases were not sufficient to yield a positive change in the NFA position as a percent of GDP (table 1) . Note: 'Na' refers to data that not available.
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Another key component of the external sector position is the FDI position. In all countries studied except Kuwait and Bahrain, FDI assets exceeded liabilities during the past two decades (in Kuwait liabilities exceeded assets; Bahrain maintained a balanced position) (figure 6). Saudi Arabia maintained a large gap between direct investment liabilities and assets. The growth in total direct liabilities slowed in Egypt, Jordan, and Morocco during the early 2000s, which were coupled with the early wave of the global financial crises at the time. The net portfolio debt positions indicate that oil exporters are net portfolio investors abroad and net debt asset holders ( figure 7) . Non-oil-exporting countries, especially Egypt, witnessed volatile net portfolio liabilities positions. Morocco was able to maintain a stable portfolio liabilities position over the past eight years, indicating investor trust in the economy.
Figure 7 Portfolio equity and foreign direct investment holdings as percent of GDP, by country, 2007 and 2015
Source: Authors, based on Lane and Feretti 2015. With regard to the debt position, debt liabilities rose steeply in Egypt and Morocco in the past two decades. This uptrend, coupled with a downtrend in the portfolio liabilities position, represents a shift in foreign investors' preference for holding sovereign debt rather than equities in both countries. Hence, investors are becoming more risk averse evidently during late 2000s.
Net debt as a share of GDP is consistent with the earlier results on non-oil-exporting countries' maintenance of their net borrower position between 2007 and 2015. Egypt, Tunisia, Jordan, Lebanon, Morocco, and Mauritania ended up with larger net debt positions in 2015 than in 2007, indicating a higher propensity to borrow foreign currency. Saudi Arabia, Bahrain, and Oman extended more debt financing to international borrowers in 2015 than in 2007. Libya and Algeria closed 2015 as net lenders. Their lower net position than in 2007 reflects growing domestic financing needs. Almost all oil-exporting countries closed 2015 with a higher ratio of reserves to GDP than in 2007; exceptions were Algeria, Bahrain, and Iraq, which suffered slight declines (figure 8). Non-oil-exporting countries ended up with higher ratios of reserves to GDP than several oil-exporting countries (exceptions are Libya and Saudi Arabia). This pile-up of reserves in nonoil-exporting countries coupled with higher levels of total liabilities, including foreign borrowing, FDI liabilities, and excessive leveraging (figure 9). Reserve cumulation in non-oil-exporting countries is costly, given the sources financing it. As a consequence, the scale of financial integration in oil-exporting countries was greater in 2015 than in 2007 and significantly greater than in non-oil-exporting countries. After presenting the structure and trends of NFA in Arab countries, it is important to see how such variables are correlated with macroeconomic determinants. Table 2 shows the interaction between NFA and a series of policy variables, including whether a country has a more developed financial system, an SWF, or an intermediate exchange rate regime (a regime between a fixed and floating one). Countries that are more financially developed and countries with SWFs are more likely to have a better allocation of their assets. Yet, countries with an intermediate exchange rate regime have more uncertainty in their exchange rate policy than countries with fixed peg or flexible regimes, which can adversely affect their external positions. Table 2 highlights these findings. For most of the variables (for both assets or liabilities), countries with an SWF, with a more developed financial system, and without an intermediate exchange rate regime are financially more integrated with the rest of the world. This finding was the key motivation behind including these policy variables in our empirical estimation.
Constructed by the authors using Lane and Feretti (2007) by country Reserves to GDP 2007 Source: Authors, based on Lane and Feretti 2015.
Note: Countries whose credit to the private sector is above (below) the median are assumed to have a higher (lower) level of financial development.
Econometric Specification
To examine the determinants of the accumulation of NFA and its components, we introduce several policy variables. First, we include a variable measuring the existence of an SWF. For long-term investors, SWFs can play a stabilizing role in financial markets by supplying liquidity and reducing market volatility. Second, we include Ln(Credit), a variable measuring financial development (the share of credit to the private sector), as countries with a higher level of financial development are more likely to attract both FDI and portfolio investment. Third, we control for the exchange rate regime (Interm) as well as whether the country is a net oil exporter (Oil). The econometric specification is as follows:
Where Y = the share of FDI to GDP (assets and liabilities), debt to GDP (assets and liabilities), portfolio investment to GDP (assets and liabilities), total assets and liabilities, reserves to GDP, and the capital account, and εit is the discrepancy term.
Two remarks are worth mentioning. First, we run all regressions using a random effects estimator, as the Hausman test showed that it is more efficient. Second, in some regressions, we distinguish between oil exporters and oil importers, as in general oil exporters have more assets and oil importers more liabilities. 13 The data come from several sources. For financial variables, we use Lane and Ferretti (2007, updated in 2015) . For the share of credit to the private sector, we use data from the World Development Indicators. For the exchange rate regime (Eichengreen et al., 2013) , we use data from the International Monetary Fund's Annual Report on Exchange Arrangements and Exchange Restrictions (AREAER), which reports countries' self-reported exchange rate regimes. The existence of an SWF was constructed using different websites of SWF (see Appendix A).
Empirical Findings
We used the Lane and Ferretti (2007) data set, which was updated to include data covering the period 1970-2015. We ran a compendium of regressions, including various components of the NFA-including the capital account, FDI, portfolio assets and liabilities, external debt, international reserves, and total foreign assets-as dependent variables.
We first present the results on assets (with a focus on oil-exporting countries). We then report the results on liabilities (with a focus on oil-importing countries). We then report aggregates of the balance of payments, especially the capital account and reserves, for both oil-exporting and oil-importing countries. Table 3 shows the basic specification for assets. The SWF variable is statistically significant and positively associated with FDI (Reddy, 2019) ; it does not seem to matter for other assets (portfolio and debt). This finding shows the extent to which an SWF can help improve the allocation of investment assets toward FDI rather than portfolio investments. Financial development (defined as credit to the private sector as a percent of GDP) is also statistically significant for all asset components, with the highest elasticity for portfolio investments. This result is highlighted by Vermeulen and de Haan (2014) , who show that financially developed countries are likely to take more risks than developing countries, because development allows them to insure against risk. For this reason, financially developed countries tend to invest more in portfolio investments than in FDI or debt. An intermediate exchange rate does not have a significant association with FDI or debt; it has a detrimental effect on total assets and portfolio investment, because it increases uncertainty. This is interpreted by the fact that oil-exporting countries are transparently adopting fixed exchange rate regimes supported by the comfortable current account surpluses.
The oil dummy is positive and significant for portfolio and debt assets; it is not statistically significant for FDI. Thus, oil exporters in the region tend to invest more in debt assets and less in FDI (Elbadawi, Soto, and Zaki 2018) . Table 4 shows the results on the determinants of assets for oil-exporting countries. Three findings are worth noting. First, the coefficient for having an SWF is largest for FDI, followed by the coefficient for debt. This finding suggests that GCC countries are more risk averse and tend to invest in less risky assets, namely debt. Second, financial development matters most for FDI, followed by portfolio and debt assets. This result confirms the finding of Vermeulen and de Haan (2014) that the more financially developed a country is, the more likely it will be to invest in risky portfolio assets rather than debt. As per liabilities, the existence of an SWF is associated with less debt and more portfolio liabilities (table 5) . Financial development is also associated with greater portfolio liabilities and less debt. The elasticity of SWF with respect to debt liabilities is higher than the elasticity of portfolio liabilities, suggesting that it can lead to a larger decrease in debt, thanks to a better allocation of resources. As oil-exporting countries are mainly creditors not debtors, the oil dummy is insignificant. Exchange rate policy also turns to be insignificant. In oil-importing countries, the SWF dummy drops out from the liabilities' regression, as only exporting countries have SWFs (table 6) . For FDI-receiving countries, financial development matters more for FDI attraction than portfolio or debt liabilities. Regarding the balance of payments components, the existence of an SWF positively affects the accumulation of foreign reserves. From a policy perspective, this result is crucial to oilimporting countries that are currently accumulating reserves but will have to create SWFs in order to better allocate their assets. As expected, financial development and the oil exporter dummy have a positive and negative effect on reserves respectively. As in the case of assets, an intermediate exchange rate reduces assets and hence reserves, because it is less transparent than a fixed or flexible exchange rate regime (table 7) . The results for the capital account are also in line with theory: The higher the level of financial development, the more the country invests abroad and hence the larger the deficit in its capital account. The same result applies for the oil dummy. When we distinguish between oil exporters and oil importers, table 8 shows that financial development matters more for both reserves and the capital account of non-oil-exporting countries, which rely more on FDI than do oil-exporters (table 8) since FDI is sensitive to the level of financial development in receiving countries. 
Concluding Remarks
This paper makes two main contributions. First, using the methodology of Lane and Ferretti (2004, 2007) , it analyzes trends in and the composition of NFA in selected Arab countries over the past two decades, with an emphasis on the relative significance of direct versus portfolio investment. It also distinguishes between FDI, portfolio equity investment, official reserves, and external debt. Second, the paper examines the effect of various policy variables that affect the accumulation of NFA and its components. It examines the effects of the presence of an SWF, the country's exchange rate regime, and the level of development of the country's financial system.
Analysis of the stylized facts revealed by the data confirms that non-oil-exporting countries maintained a net borrower position between 2007 and 2015. Egypt, Tunisia, Jordan, Lebanon, Morocco, and Mauritania had higher net debt positions in 2015 than in 2007. These countries had a higher propensity to borrow foreign currency than GCC countries. Saudi Arabia, Bahrain, and Oman extended more debt financing to international borrowers in 2015 than they did in 2007. Libya and Algeria closed 2015 as net lenders, albeit with lower net positions than in 2007, a reflection of growing domestic financing needs. Almost all oil-exporting countries closed 2015 with higher ratios of reserves to GDP than in 2007; exceptions were Algeria, Bahrain, and Iraq, which experienced slight declines. Non-oil-exporting countries ended up cumulating higher ratios of reserves to GDP than all oil-exporting countries except Libya and Saudi Arabia. This pile-up of reserves in non-oil-exporting countries was coupled with higher levels of total liabilities, including foreign borrowing, FDI liabilities, and excessive leveraging. It is costly, given the sources financing it. 
Appendix A: Largest Direct Sovereign Wealth Fund Transactions in 2015

